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PATRICK E. H Gd NBOTHAM Circuit Judge:

Chad Chanberlain, by and through his parents WIner and
Beverly Chanberlain,! brought suit against the United States
seeki ng recovery of over one mllion dollars ininconme tax assessed
agai nst prejudgnent interest awarded in a personal injury lawsuit.
The Chanberl ai ns argued that prejudgnent interest recovered in a

personal injury suit is excluded fromtaxation by section 104(a)(2)

LW I mer Chanberl ainis Chad Chanberlain’s curator, and Beverly Chanberl ain
is his under-curatrix.



of the Internal Revenue Code (“section 104(a)(2)”). The district
court rejected their argunent, finding that prejudgnent interest
received in a personal injury suit is not received “on account of”
the personal injury. W affirm

I

Chad Chanberl ain was severely injured while sw mm ng due to
the negligence of the State of Louisiana. A |lawsuit against the
State produced total damages of  $9, 253, 551. 58, of  which
$3,791,741.53 was attributable to prejudgment interest. The IRS
assessed i ncone tax against the prejudgnent interest conponent of
the award, and the Chanberlains paid the required anount under
pr ot est . 2 The Chanberl ains sought a refund, and received a
certified letter fromthe IRSinformng themthat their clainms had
been fully disallowed. They tinely filed suit inthe U S. D strict
Court for the Eastern District of Louisiana seeking recovery of the
cont ested anount .

The district court granted summary judgnent in favor of the
United States. The court found that federal |[aw controls the tax
treatment of prejudgnent interest awarded under Louisiana |aw.?3
Appl yi ng federal law, the district court found that the

Chanber | ai ns’ prejudgnent interest award was taxable as gross

2 The tax was paid as part of the Chanberlains’ 1994 taxable incone. The
taxable interest included $3,513,641.53 attributable to the award to Chad
Chanberl ain, and $278,100.00 attributable to the award to Wl nmer and Beverly
Chanber | ai n.

8 Chanberlain v. United States, 286 F. Supp. 2d 764, 766 (E.D. La. 2003).
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i ncone, and was not excluded fromtaxation under section 104(a)(2).

In making this determ nation, the court applied the two-part
test articulated by the Suprenme Court for determ ning whether an
anount i s excluded under section 104(a)(2). Under this test, the
taxpayer nust 1) denonstrate that the underlying cause of action
giving rise to the recovery is based upon a tort or tort type
rights; and 2) show that the damages were received on account of
personal injuries or sickness.* The district court found that the
Chanber |l ains satisfied the first part of the test, but faltered on
the second. Citing to cases decided by the First, Third and Tenth
Circuits addressing the applicability of section 104(a)(2) to
prejudgnent interest, the district court found that prejudgnent
interest was paid to conpensate injured parties for their lost tine
val ue of noney, and not their personal injuries.® |In addition, the
district court deened it irrelevant that, unlike some comon |aw
jurisdictions, prejudgnent interest is classified as part of a
plaintiff’s reparation damages under Louisiana Gvil Law

Wi |l e the Court acknow edges the uni que | egal history of

Loui si ana and the i nportant contri butions of the schol ars

cited by the plaintiffs, it does not change t he treatnent

of such interest under the federal tax | aws. Prejudgnent

interest may be considered part of danmages under

Loui siana |l aw, but, nonetheless, it is not received “on

account of” personal injuries. Instead, it is received
on account of the tine delay. Theref ore, prejudgnent

4 Conmir v. Schleier, 515 U S. 323, 336-37 (1995).

5286 F. Supp. 2d at 767.



interest is taxable under the Federal Tax Code. ¢
The Chanberlains filed a tinely notice of appeal.
|1
On appeal, the Chanberlains argue that the district court
erred in finding that prejudgnent interest awarded under Loui siana
law in a personal injury suit is taxable.” W reviewthe district
court’s decision de novo.?
The Chanberlains’ argunent presents a question of first
i npression for our court. Accordingly, we begin our analysis with
a review of the pertinent provisions of the Internal Revenue Code.
A

In order for a specific anmount to be subject to federal incone

tax, it nust first come wthin the Internal Revenue Code’s
definition of “gross incone.” Section 61(a) of the Code broadly
defines gross incone as “all incone fromwhat ever source derived.”?®

The Suprenme Court has repeatedly enphasi zed t he sweepi ng scope of

& 1d.

” The Chanber | ai ns al so contend that, by finding their prejudgnent interest
award to be taxable, the district court inproperly afforded retroactive
application to a “new rule of law. This argunent was not raised before the
district court and is therefore waived. See Brown v. Anmes, 201 F.3d 654, 663
(5th Gr. 2000) (“To avoid being waived, an argunent ‘must be raised to such a
degree that the trial court may rule onit.’” (quoting In re Fairchild Aircraft
Corp., 6 F.3d 1119, 1128 (5th G r. 1993))).

8 See United States v. Lowe, 118 F.3d 399, 400 (5th Gir. 1997) (noting that
adistrict court’s grant of summary judgnent based upon its interpretation of a
federal statute is reviewed de novo (citing Estate of Bonner v. United States,
84 F.3d 196, 197 (5th Cr. 1996))).

9 |.RC § 61(a).



this definition, holding that Congress intended section 61(a), as
well as its statutory predecessors, to exert the “full nmeasure of
its taxing power.”10 In contrast, the Court has held that
excl usions from gross incone nust be construed narrowy. !

The parties do not dispute, and we have no difficulty finding,
t hat prejudgnent interest awarded under Louisiana |lawin a personal
injury suit constitutes gross incone, and is therefore taxable
unless it cones within an exclusion.? The Chanberl ai ns argue t hat
their prejudgnment interest award is excluded from tax under
section 104(a)(2) of the Code.

As in effect for the 1994 tax year, section 104(a)(2) provides
that gross incone does not include “the anmount of any damages
received . . . on account of personal injuries or sickness.”® The
words “on account of” do not readily admt of a precise and

unanbi guous neaning,! and neither the Code nor the relevant

0 Helvering v. difford, 309 U S 331, 334 (1940); see also Commir wv.
A enshaw d ass Co., 348 U.S. 426, 429 (1955).

11 See Schleier, 515 U.S. at 328 (“W have . . . enphasized the corollary
to 8 61(a)’s broad construction, namely, the default rule of statutory
interpretationthat exclusions frominconme nust be narrowl y construed.” (internal
qguot ation marks and citation omtted)); see also United States v. Centenni al Sav.
Bank FSB, 499 U.S. 573, 583 (1991) (exclusions fromincone are to be construed
narrow y); Conmmir v. Jacobson, 336 U S. 28, 49 (1949) (sane).

12 See Wsson v. United States, 48 F.3d 894, 898 (5th Cr. 1995)
(“Accessions to wealth are generally presuned to be gross income unless the
t axpayer can show that the accession falls within a specific exclusion.”).

B 1.RC § 104(a)(2) (1988 ed. and Supp. V) (amended 1996) (enphasis
added) .

4 W have previously comrented upon the anbiguous nature of section
104(a)(2):



Treasury Regul ations attenpt to define them?! Thus, we nust turn
to Suprene Court precedent for guidance.

The Suprene Court has deci ded three sem nal cases interpreting
section 104(a)(2). Al t hough these cases do not consider the
gquestion of whet her prejudgnent interest is excluded fromtaxation,
they provide the basic |egal franmework within which this question
must be addressed.

In the first of these cases, United States v. Burke,!® the
Court held that a backpay award received in settlenment of a claim
brought under Title VII of the Gvil R ghts Act of 1964 was not
excluded from gross incone under section 104(a)(2). The Court
found that, in order for an award of damages to cone within section
104(a)(2), it nust redress a tort |like personal injury. Noting

that “[r]enedial principles . . . figure promnently in the

As the Ninth, Federal, and Fourth G rcuits have noted, section
104(a)(2) is ambiguous, susceptible of at least two conflicting
interpretations. W agree. Section 104(a)(2) could nean that al
damages recovered in a personal injury suit are excluded, or it
could nmean that only those danages that purport to conpensate the
plaintiff for the personal injury suffered are received on account
of personal injury . T

Wesson, 48 F.3d at 897.

15 Treasury Regulation 1.104-1(c) provides that “[t]he term ‘danages
received (whether by suit or agreenent)’ means an anount received . . . through
prosecution of a legal suit or action based upon tort or tort type rights, or
through a settl ement agreenent entered intoinlieuof such prosecution.” Treas.
Reg. § 1.104-1(c) (2004). Wile this regulation clearly requires that danages
excl uded under section 104(a)(2) be received through a | egal action grounded in
tort, it does not define the words “on account of.”

16 504 U S. 229 (1992).

7 1d. at 237.



definition and conceptualization of torts,” the Court construed
“damages” and “personal injury” broadly to enconpass danages
awar ded t o conpensate plaintiffs for both physi cal and non-physi cal
injuries.'® Applying these general principles to Title VII, the
Court found that an award of backpay to conpensate plaintiffs for
wages properly due and taxable did not redress a tort |i ke personal
infjury within the neaning of section 104(a)(2), and failed to
conpensate plaintiffs for “any of the other traditional harns
associated with personal injury, such as pain and suffering,
enotional distress, harm to reputation, or other consequenti al
damages (e.g., a ruined credit rating).”?®

The Suprene Court extended this analysis in Conm ssioner V.
Schl ei er, ?° hol di ng that an award of backpay and |i qui dat ed danages
received in settlenment of a <claim brought wunder the Age
Discrimnation in Enploynent Act of 1967 was not excluded under
section 104(a)(2). In reaching this conclusion, the Court
announced two independent requirenents that nust be net for an
anount to be excluded from taxation under section 104(a)(2):

“[flirst, the taxpayer nust denonstrate that the underlying cause

8 1d. at 234-37. Congress anended section 104(a)(2) in 1996 to limt its
application to anmounts received for personal physical injuries or sickness. See
Smal | Business Job Protection Act of 1996, Pub L. 104-188, § 1605(a), 110 Stat.
1838; Forste v. Commir, T.C. Menp 2003-103 (“Before Congress anended section
104(a)(2) in 1996 to limt the exclusion to anmounts received for physical
personal injuries, the US. Supreme Court interpreted section 104(a)(2) to
enconpass harns both tangi bl e and i ntangi bl e, both physical and nonphysical.”).

9 1d. at 239.

20 515 U, S. 323 (1995).



of action giving rise to the recovery is based upon tort or tort
type rights; and second, the taxpayer nust show that the damages
were recei ved on account of personal injuries or sickness.”? The
Court enphasized the independent nature of these two inquiries,
noting that “[t]he regulatory requirenent that the anount be
received in a tort type action is not a substitute for the
statutory requirenment that the anount be received ‘on account of
personal injuries or sickness’; it is an additional requirenent.”??

In United States v. O Glvie,? the Suprene Court applied this
test and held that punitive damages received in connection with a
wrongful death recovery were not excluded from taxation under
section 104(a)(2). The Court found that the punitive danmages in
question satisfied the first prong of the test because they had
been received in an “ordinary suit for personal injuries.”? Moving
to the second prong, the Court observed that punitive damages coul d
be excl uded fromtaxati on under section 104(a)(2) only if they were
recei ved “on account of” the personal injuries. Noting that the
“phrase ‘on account of’ does not unanbi guously define itself,” the

Court proceeded to examne it.?

21 1d. at 337 (internal quotation marks onmitted) (enphasis added).
2 1d. at 333.

2 519 U.S. 79 (1996).

24 1d. at 82 (internal quotation marks omtted).

% ]d.



The Court began its analysis by setting forth two conpeting
interpretations of the phrase “on account of”:

On one linguistic interpretation of those words, that of
petitioners, they require no nore than a “but-for”
connection between “any” damages and a |awsuit for
personal injuries. They would thereby bring virtually
all personal injury |lawsuit damages wthin the scope of
t he provision, since: “but for the personal injury, there
woul d be no |l awsuit, and but for the |l awsuit, there would
be no damages.” On the CGovernnent’s alternative
interpretation, however, those words inpose a stronger
causal connection, nmeking the provision applicable only

to those personal injury l|awsuit damages that were
awarded by reason of, or because of, the personal
i njuries. To put the matter nore specifically, they

woul d nmake the section i napplicable to punitive damages,
where those damages “‘are not conpensation for injury
[but] [i]nstead . . . are private fines levied by civil
juries to punish reprehensi ble conduct and to deter its
future occurrence.’”?5
The Court then adopted the Governnent’s proposed interpretation,
noting that it “gives the phrase ‘on account of’ a neaning nore
consistent with the dictionary definition.”?” The Court al so found
this interpretation consistent with its holding in Schleier that
i qui dat ed damages recei ved under the ADEA are not excluded from
taxati on under section 104(a)(2) because they are not “designed to
conpensate ADEA victins [but instead are] punitive in nature.”?8

The Court found the simlarity between | i qui dated danages under the

ADEA and puni tive damages striking, observing that punitive danages

%6 1d. at 82-83 (quoting Int’'l Brotherhood of Elec. Wrkers v. Foust, 442

U S 42, 48 (1979) (quoting Gertz v. Robert Wl ch, Inc., 418 U. S. 323, 350 (1974)
(footnote onmtted))).

27 1d. at 83.
28 1d. at 84 (internal quotation marks and citations onmitted).

9



constitute an el enent of damages designed not to conpensate tort
victinms, but to punish tortfeasors. ?°

Turning to the history of section 104(a)(2) and the “tax-
related purpose that the history reveals,” the Court identified
pronouncenents nmade by all three branches of the federal governnent
i ndi cating that anmounts received as restoration or replacenent of
capi tal shoul d not be taxed.3® Based on this history and t he policy
it reflected, the Court concluded that “there is no strong reason
for trying to interpret the statute’'s |anguage to reach beyond
t hose damages that, making up for a loss, seek to nmake a victim

whol e, or, speaking very loosely, ‘return the victinis personal or

% ]d.

% gSpecifically, the Court cited to two of its cases addressing the tax
i mplications of capital conversions, an opinion by the Attorney Ceneral, a
Treasury Decision, and legislative materials. See Doyle v. Mtchell Bros. Co.
247 U.S. 179, 185 (1918) (“‘Income may be defined as the gain derived from
capital, from labor, or from both conbined.” Understanding the termin this
nat ural and obvi ous sense, it cannot be said that a conversion of capital assets
i nvariably produces incone.” (quoting Stratton’s |ndependence v. Howbert, 231
U S. 399, 415 (1913))); S. Pac. Co. v. Lowe, 247 U S 330, 335 (1918) (“We nust
reject in this case, as we have rejected in cases arising under the Corporation
Exci se Tax Act of 1909, the broad contention subnmitted in behalf of the
governnent that all receipts — everything that cones in — are income within the
proper definition of the term‘gross incone,’” and that the entire proceeds of the
conversion of capital assets, in whatever formand under whatever circunstances
acconpl i shed, should be treated as gross incone.” (citations omtted)); 31 Op.
Att'y. Gen. 304, 308 (1918) (“[T] he proceeds of an accident insurance policy are
not ‘gains or profits and income’ . . . in a broad, natural sense the proceeds
of the policy do but substitute, so far as they go, capital which is the source
of future periodical income. They nmerely take the place of capital in human
ability which was destroyed by the accident. They are therefore ‘capital’ as
di stingui shed from‘inconme’ receipts.” ); T.D. 2747, 20 Treas. Dec. Int. Rev. 457

(1918) (noting that “upon simlar principles . . . an anpbunt received by an
i ndividual as the result of a suit or conpromi se for personal injuries sustained
by hi mthrough accident is not incone [that is] taxable . . . "); Revenue Act of

1918, ch. 18, § 213(b)(6), 40 Stat. 1066 (excluding from incone “[a]nounts
received, through accident or health insurance or under worknen’s conpensation
acts, as conpensation for personal injuries or sickness, plus the anbunt of any
damages received whether by suit or agreement on account of such injuries or
si ckness”).

10



financial capital.’”3

Finally, the Court queried why Congress m ght have wanted to
excl ude punitive danmages from taxation, and found no satisfactory
answer . The Court observed that punitive damages “are not a
substitute for any normally wuntaxed personal (or financial)
quality, good, or ‘asset[,]’ [and] do not conpensate for any kind
of loss.”®* In addition, the Court found that the “statute’'s
| anguage does not require, or strongly suggest, their exclusion
fromincone. "33

Taken t oget her, Burke, Schleier, and O Glvie provide that, to
be excluded fromtaxation under section 104(a)(2), an anpbunt nust
be received in an action seeking recovery for tort or tort type
rights, and nust constitute damages received “on account of”
personal injury. In addition, OGIlvieindicates that, in order to
constitute damages received “on account of” personal injury, an
anount nust be awarded “by reason of” or “because of” persona
injury, and nust conpensate a victimfor the |oss of personal or

financial capital.

38 0dlvie, 519 U.S. at 86. The Court conceded that the exclusion for
damages that substitute for |ost wages goes beyond “what one m ght expect a
purely tax-policy-related ‘ human capital’ rationale tojustify.” 1d. The Court
concl uded, however, that the statute's failure to separate danages conpensati ng
for lost wages fromthose conpensating for |ost human capital “does not change
its original focus upon damages that restore a | oss, that seek to nmake a victim
whol e, with a tax-equality objective providing an inportant part of, even if not
the entirety of, the statute’'s rationale.” Id.

%2 1d. at 86-87.
3% 1d. at 87.

11



B

We nowturn to the question of whether prejudgnent interest is
excluded from taxation under section 104(a)(2). W begin by
applying the test articulated in Schleier. The Chanberl ai ns
clearly neet the first prong of the Schleier test given that the
underlying cause of action giving rise to their recovery of
pr ej udgnent i nt er est was based upon tort type rights.
Specifically, they sought danages for personal injuries suffered by
their son due to the negligence of the State of Loui siana.

The nore difficult question is whether, under the second
prong, prejudgnent interest is received “on account of” personal
injury. Neither our court nor the Suprene Court has addressed this
preci se issue. However, three of our sister circuits have held
that prejudgnent interest is not received “on account of” personal
injury, and therefore fails to qualify for the section 104(a)(2)
exclusion. W examne the reasoning set forth in each of these
cases in turn

1

The Tenth Circuit was the first circuit court to address the
taxability of prejudgnent interest received in a personal injury
suit, holding in Brabson v. United States that section 104(a)(2)

does not exclude such interest from federal incone tax.3 I n

% 73 F.3d 1040 (10th Cir. 1996). Brabson was decided roughly ten nonths
before O Glvie. Thus, the Tenth Crcuit’s discussion of Suprenme Court precedent
was necessarily limted to consideration of Burke and Schl eier

12



reaching this conclusion, the Tenth Grcuit first observed that the
United States Tax Court had held in Kovacs v. Comm ssioner?® that
prejudgnent interest awarded in a personal injury suit was taxabl e.
The Tenth Circuit then noted that “[t]he Tax Court’s subsequent
decisions, relying on Kovacs, consistently have held that
prejudgnent interest is taxable, regardless of how the state
characterizes its prejudgnent interest statute or whether the final
di sposition is judgnent or settlenent.”3®

The Tenth Circuit next applied the test articulated in
Schl eier, finding that prejudgnent interest received in a personal
injury tort suit satisfies the first prong of the test. The court
then began its analysis of the second prong by | ooking to Col orado
|aw to ascertain the nature of the prejudgnent interest at issue.
After exam ning rel evant case |l aw, the court concluded that, under
Colorado law, prejudgnent interest constitutes damges which
“conpensate the injured victimfor the lost tine val ue of noney."”?

The court then narrowed its inquiry to whether conpensation

% 100 T.C. 124 (1993), aff’d w thout published opinion, 25 F.3d 1048 (6th
Cr. 1994).

% Brabson, 73 F.3d at 1042-43 (citing Burns v. Commir, T.C. Menp 1994-284;
Robi nson v. Commir, 102 T.C. 116, 1994 W 26303 (1994), aff’d in part and rev'd
in part, 70 F.3d 34 (5th Gr. 1995); Delaney v. Commir, T.C. Menp 1995-378,
aff'd, 99 F.3d 20 (1st Cr. 1996); Forest v. Commir, T.C Menp 1995-377, aff’d,
104 F.3d 348 (1st Cr. 1996)). The Tax Court has continued this trend of
affirmng its holding in Kovacs follow ng Brabson. See, e.g., Gegg v. Commr,
T.C. Menp 2001-245; Quantum Co. Trust v. Commir, T.C Menp 2000-149; Rozpad v.
Comir, T.C Menp 1997-528, aff’'d, 154 F.3d 1 (1st Cr. 1998); Bagley v. Conmr,
105 T.C. 396, 1995 W 730447 (1995), aff’'d, 121 F.3d 393 (8th Cr. 1997).

37 Brabson, 73 F.3d at 1044.

13



for lost tine value of noney is excludabl e under § 104(a)(2).3% To
answer this query, the Tenth GCrcuit |ooked first to the |anguage
of section 104(a)(2), its legislative history, and the relevant
Treasury Regul ations all without definitive result. The court then
exam ned three factors that mlitated against the exclusion of
prej udgnent interest. First, the court noted that prejudgnent
interest is not a traditional renedy for personal injury, and
therefore was not a part of Congress’ original understanding of
damages awarded on account of personal injuries.® Second, the
court found that Schleier enphasized the necessity of a “direct
link between the injury and the [excludable] renedial relief.”4°
Noti ng that prejudgnent interest is “conpensation for the lost tine
value of noney . . . caused by the delay in attaining judgnent,”
the court found that “prejudgnent interest is not linked to the
infjury in the same direct way as traditional tort renedies.”*
Third, the court found that the default rule requiring that
excl usions to gross i ncone be construed narrow y mandated a fi ndi ng

that prejudgnent interest was taxable in the absence of clear

% |1d.

% |d. at 1046 (“Prejudgnment interest was rarely avail abl e under the common
I aw, and never for personal injuries. Thus prejudgnent interest, when awarded
at all, generally conpensated for pecuni ary harns, nost often easily determ nabl e
contractual ones.” (citations onmtted)).

40 1d at 1047.

4 d.

14



gui dance to the contrary. %

The taxability of prejudgnent interest was next consi dered by
the First Circuit in Rozpad v. Conm ssioner.* Building upon the
reasoning in Brabson, the First Grcuit concluded that prejudgnent
interest received as part of a personal injury recovery awarded

under Rhode Island law is neither “damages,” nor awarded “on
account of” personal injury. The court first found that the
prejudgnent interest at issue did not constitute “damages” within
the neani ng of section 104(a)(2) because, under Rhode |sland | aw,
prejudgnent interest is availablein all civil cases, and therefore
constitutes an incident attached to the damage award after the fact
to conpensate plaintiffs for “a delay in paynent.”* Second, the
court found that prejudgnent interest is not received “on account
of personal” injury because personal injury does not cause the
delay in paynent. Rat her, “the injury causes danmages, thus
creating the fund on which interest for delay in paynent is owed.”*
Finding no direct |ink between a personal injury and the award of
prejudgnent interest, the court concluded that *“prejudgnent

interest is inextricably intertwwned wth the very delay that

severs the connection between prejudgnent interest and the

2 | d.
3 154 F.3d 1 (1st Gir. 1998).
“ |d. at 6.

1 d.
15



under | yi ng personal injury.”%

Finally, the taxability of “delay danages” awarded under
Pennsyl vani a | aw was addressed by the Third Crcuit in Francisco v.
United States.* The court began its analysis by observing that
“It]he principle underlying 8 104(a)(2) is known as the ‘human
capital’ rationale.”*® The court found that this rationale limted
the application of section 104(a)(2) to “those damages t hat, naking
up for a loss, seek to nmake a victim whole, or, speaking very
| oosely, ‘return the victims personal or financial capital.’”*
The court then determned that “delay damages” received under
Pennsyl vania | aw are equivalent to prejudgnent interest, awarded
“torenedy the tine value of [plaintiff’s recovery] | ost during the
peri od precedi ng judgnent. >0

Turning to the application of section 104(a)(2) to delay
damages, the court examned in detail the reasoning in Brabson and
Rozpad. The court then applied Brabson and Rozpad, finding first

t hat prejudgnent interest awards in personal injury |l awsuits | acked

% |d. at 7 (enphasis added). The First Circuit also recited as
justification for its decision three “indicia” set forth in Brabson: (1)
prejudgnent interest is not a traditional renedy for personal injuries; (2)
prej udgnent interest was not typically available at common | awin personal injury
cases at the time the section 104(a)(2) exclusion was created, and (3) there is
no “direct |ink” between personal injury and prejudgnment interest. 1d. at 6-7.

47 267 F.3d 303 (2001).
48 1d. at 307.

% ]1d. (quoting OGIlvie, 519 US at 86) (internal quotation marks
omtted).

5 1d. at 310.
16



“any basis in comon | aw,” and were not intended by Congress to be
excluded from taxation under section 104(a)(2).% The court next
found that prejudgnent interest “serves to indemify the plaintiff
for the noney he woul d have earned on his award if he had pronptly
received it[,]"% thereby serving to “conpensate the plaintiff for
the delay in paynent of the principal.”®® As such, prejudgnent
interest fails to fit wthin the “human capital” rationale
underlying section 104(a)(2). Specifically, the court found that
prejudgnent interest is not awarded on account of personal injury
because it “conpensate[s] for the additional economc harm — as
opposed to the injury itself — caused by the deprivation over a
period of time of the underlying renedy.”% Finally, the court
noted that prejudgnent interest, although conpensatory in nature,
does not conpensate plaintiffs for any of the traditional harns
associ ated with personal injury. Rather, it conpensates plaintiffs
for an economic harmthat is normally taxable, and that does not
substitute for a normally untaxed quality, good or asset.>®

2

1 1d. at 315.

52 1d. (internal quotation marks and citation onmitted).
% 1d. at 316.

4 1d. at 315-16.

% 1d. at 317 (“Because conpensation for economic harmin the form of
interest is usually taxable and thus is not a substitute for any normal |y unt axed
personal (or financial) qualify, good, or asset, we see no reason why either the
statutory text of 8 104(a)(2) or its rationale would support exempting del ay
damages fromincone.” (internal quotation marks and citation onmtted)).

17



The Chanberl ai ns urge us to dism ss Brabson and its progeny as
a jurisprudential “leap in the dark.” They argue that the clear
| anguage of section 104(a)(2) as interpreted by the Suprene Court
mandat es the exclusion of a broad range of conpensatory damages,
i ncl udi ng prejudgnent interest awarded to conpensate parties for
| oss occurring “because of” personal injury. Rel atedly, they
contend that, under Loui siana |l aw, prejudgnment interest constitutes
part of the reparation or conpensat ory damges whi ch serve to “nake
whol e” an injured party, thus bringing it squarely within the
section 104(a)(2) exclusion. These argunents fail to persuade us
to reject the considered opinions of our sister circuits. Several
reasons informthis concl usion.

First, we agree with our sister circuits that prejudgnent
interest |lacks the direct relationship to personal injury necessary
to neet the second prong of the Schleier test as described by
OGlvie. In OGlvie, the Suprene Court found that, in order to
be excl uded under section 104(a)(2), an anmount of damages nust have
nmore than a “but-for” connection to personal injury; it nmust be
awar ded “by reason of” or “because of” the personal injury.® This
observation points up the fact that damages are not excluded from
taxation under section 104(a)(2) solely by virtue of having been
awarded in a personal injury lawsuit. A closer relationshipto the

injury itself is required.

% 0Glvie, 519 U.S. at 82-83.
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This relationshipis describedin O GIlvie as conpensatory and
restorative in nature. Nanel y, excluded damages are those that
conpensate an injured party for her personal injuries by restoring
her “personal or financial capital.”® |In addition, this exclusion
is notivated in part by a “tax-equality objective” whereby damages
that substitute for otherw se untaxed personal qualities, goods or
assets are excluded.® For exanple, an individual’s physical health
is, in itself, an untaxable human “asset.” \Wen this asset is
wrongful ly converted by a tortfeasor, damages paid to conpensate an
individual for this harm are exenpt from taxation because they
serve to replace otherw se untaxable “human capital.”

Unl i ke danages paid to conpensate an individual for the | oss
of normally untaxed human or financial capital, prejudgnent
interest conpensates an individual for his lost tinme value of
noney. >® Under Loui siana law, were a tortfeasor to pay conpensatory

damages i mmedi ately upon demand, prejudgnent interest would not

 1d. at 86.
% ]d. at 86-87.

% See Virginia v. United States, 479 US 305 310 n.2 (1987)
(“Prejudgnment interest serves to conpensate for the | oss of use of noney due as
damages from the tine the claim accrues until judgnent is entered, thereby
achieving full conpensation for the injury those danmages are intended to
redress.”); CGore, Inc. v. dickman, 137 F.3d 863, 868 (5th Cir. 1998)

(“Prejudgnment interest, like any other interest, is to conpensate one for the
time value of noney.” (citing Brabson, 73 F.3d at 1044; Mtion Picture Ass' n of
Am, Inc. v. Oran, 969 F.2d 1154, 1157 (D.C. Gr. 1992); Inre Cont’| IIl. Sec.

Litigation, 962 F.2d 566, 571 (7th Gr. 1992)).
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accrue.® |t is only when an injured party suffers a delay in
paynment in addition to a personal injury that he will be entitled
to prejudgnent interest. Thus, prejudgnent interest is nore
naturally associated with an injured party’s opportunity cost for
the | ost use of funds than it is with his |lost human or financial
capital. Furthernore, were an injured party who recei ved paynent
of conpensatory damages inmmedi ately upon demand to invest those
funds and receive a fixed rate of return, the interest earned on
those funds would be fully taxable.® Although not conpletely
anal ogous to interest earned through the voluntary investnent of
monies within one’s possession, prejudgnent interest serves the
function of giving the injured party the benefit of the tinme val ue

of a noney award retained for a period of tine by a tortfeasor. 52

60 See LA Rev. STAT. ANN. § 13:4203 (West 1991) (“Legal interest attaches
from[the] date of judicial denmand, on all judgments, sounding in damages, ‘ex
delicto’, which may be rendered by any of the courts.”).

62 See I.RC 8§ 61l(a)(4) (West 2002) (specifically providing that
“interest” is taxable as gross incone); Comir v. denshaw @ ass Co., 348 U S
426, 430 (1955) (characterizing taxable inconme as, inter alia, “gain derived from
capital, fromlabor, or fromboth conbined.” (quoting Ei sner v. Maconber, 252
U.S. 189, 207 (1920) (enphasis added)); United States v. Smth, 890 F.2d 711, 715
(5th Gir. 1989) (stating that nonies received as a return of invested capital are
non-taxabl e); Cagle v. Commir, 539 F.2d 409, 413 (5th Cir. 1976) (“To the extent
a partner’s conpensation was considered a return of his own capital, that partner
received no taxable incone.”); Durkee v. Commir, 162 F.2d 184, 186 (6th Cr.
1947) ("It is settled that since profits from business are taxable, a sum
received in settlenment of litigation based upon a loss of profits is |ikew se
t axabl e; but where the settl enent represents danages for | ost capital rather than
for lost profits the noney received is a return of capital and not taxable.”);
see al so Lukhard v. Reed, 481 U. S. 368, 387 (1987) (Powell, J., dissenting) (“In
G enshaw G ass, the Court observed that ‘[d]anages for personal injury are by
definition conpensatory only,” and cited “[t]he long history of departmental
rulings holding personal injury recoveries nontaxable on the theory that they
roughly correspond to a return of capital . . . .” (citations onmtted)).

62 See Franci sco, 267 F.3d at 315-16.
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Thus, the tax-equality objective underpinning section 104(a)(2)
counsel s agai nst excl udi ng prejudgnent interest.

Second, we note that prejudgnent interest is not awarded as a
substitute for | ost human or financial capital. W have explicitly
found that the “concept of a return of human capital |ost through
injury continues to support the [section 104(a)(2)] exclusion.”®
The human capital rationale holds that the “recipient of personal
injury damages is in effect forced to sell sone part of her
physical or enotional well-being in return for noney.”%  This
rationale mlitates against excluding prejudgnent interest, which
serves to conpensate an injured party for the purely econom c harm
of lost tinme value of noney.

Third, we can find no significant difference between
prejudgnent interest in Louisiana and the prejudgnment interest
found taxabl e i n Brabson, Rozpad and Franci sco.® The Chanberl ai ns
make much of the fact that, under Louisiana |aw, prejudgnent
interest i s deened conpensatory in nature. To be sure, unlike sone

comon | aw states, which view prejudgnent interest as serving a

6 Dotson v. United States, 87 F.3d 682, 685 (5th Cr. 1996).
64 1d.

5 W recogni ze that when dealing with questions regarding the taxability
of inconme under the Internal Revenue Code, it is well-established that “[s]tate
law creates legal interests and rights,” while federal |aw “designate[s] what
interests or rights, so created, shall be taxed.” Mrgan v. Conmr, 309 U S. 78,
80 (1940); see also United States v. Irvine, 511 U S 224, 238 (1994); United
States v. Mtchell, 403 U. S. 190, 197 (1971); United States v. Bess, 357 U S. 51,
55 (1958); Lyeth v. Hoey, 305 U. S. 188, 194 (1938). W address Louisiana |aw
here solely for the purpose of elucidating the nature of the Chanberlains
prejudgnent interest award, which in turn inforns whether it was received “on
account of” personal injury.
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punitive function, prejudgnment interest in Louisiana is viewed as
a form of reparation. This fact was neatly sunmarized by the
Loui siana Suprene Court in Trans-d obal Alloy, Ltd. v. First
Nati onal Bank of Jefferson Pari sh:

The defendant urges us to follow the practice of those
jurisdictions which allow prejudgnent interest only when
the anmount in controversy is either liquidated or is
readily ascertainable by sinple conputation. That
practice is reflective of the common | aw vi ew of interest
as punitive in nature. According to that view, when
damages are reasonably ascertai nable, the defendant can
determne what his liability mght be, and stop the
accrual of interest by paying the claim when the damages
are uncertain, however, the defendant cannot determ ne
the extent of his liability prior to trial, and it would
be unjust to penalize himfor failure to pay the damages
before judgnent. Under civil |aw doctrine, however,
damages are viewed as reparation for the | oss suffered by
the creditor, and not as a penalty inposed on the
debt or . ¢

Because prejudgnent interest is viewed as reparation under
Louisiana l|aw, the Chanberlains contend that it should be
classified as part of the “broad range of danmages” excluded under
section 104(a)(2).° This argunent assunes that prejudgnent
interest nust be excluded because it is awarded as part of an
injured party’s conpensatory damages. Although it is true that,
under Louisiana |aw, prejudgnent is conpensatory in nature, its
taxability turns on whether it conpensates an injured party for his

or her personal injury. Louisiana |aw provides a clear answer to

66 583 So.2d 443, 457 (La. 1991) (enphasis added).

67 See Burke, 504 U.S. at 234-35 (noting that § 104(a)(2) applies to awards
received fromsuits based on tort type rights; that renmedial principles figure
promnently in torts; and that one of the hallmarks of tort liability is the
availability of a broad range of danages to conpensate the plaintiff).
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this query: like the interest found taxable in Brabson, Rozpad and
Franci sco, prejudgnent interest awarded wunder Louisiana |aw
conpensates an injured party for lost time value of noney.?®8
Accordi ngly, prejudgnent interest awarded under Louisiana law is
not excluded fromtaxati on under section 104(a)(2) by virtue of its
status as reparation or conpensatory danages because it does not
repair or conpensate for personal injury.

The Chanberlains also point out that, under Louisiana |aw,
prejudgnent interest was recognized as part of a plaintiff’'s
reparation for personal injury long before the predecessor to
section 104(a)(2) was enacted.® Wile Louisiana’ s |ong history of
recogni zing prejudgnent interest as reparation damages s
undi sputed, it is also true that such interest has historically

been awarded on account of delay in paynment.’® Because Congress

6 See, e.g., Corbello v. lowa Prod., 850 So.2d 686, 706 (La. 2003)
(“Prejudgnment interest, which stens fromthe danages suffered by the victorious
party, is nmeant to fully conpensate the injured party for the use of funds to
which he is entitled but does not enjoy because the defendant has nmintained
control over the funds during the pendency of the action.” (quoting Sharbono v.
Steve Land & Son Loggers, 696 So.2d 1382, 1386 (La. 1997))); Hall v. Brookshire
Brothers, Ltd., 848 So.2d 559, 574 n.7 (La. 2003) (“In tort actions generally,
| egal interest attaches fromthe date of judicial demand. Such an award of | ega
interest is designed to conpensate a plaintiff for his | oss of the use of noney
to which he is entitled, the use of which the defendant had during the pendency
of the litigation.”); Sharbono, 696 So.2d at 1388 (“In other words, in cases ex
delicto and ex contractu, ‘prejudgnent interest’ is awarded to nake an injured
party whol e by conpensating that party for the tinme-value of noney to which that
party was entitled fromthe date set by the l|egislature, but over which the
defendant, in retrospect, had wongfully continued to exercise dom nion and
control while the suit was pending.”).

6 See Holmes v. Barclay, 4 La. Ann. 64 (La. 1849) (interest allowed as
part of damages).

° See Ventrilla v. Tortorice, 107 So. 390, 393 (1926) (“[L]egal interest
whi ch attaches to a judgnent for danages ex delicto ‘from date of judicial
demand’ is due for delay in the performance of an obligation to pay noney; in
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i ntended section 104(a)(2) to exclude anmounts received on account
of personal injury, anounts received on account of delay i n paynent
as reparation for lost tine value of noney are taxable regardl ess
of their historical pedigree.

A fourth and final consideration conpelling us to agree with
the hol dings of our sister circuits is the well-established rule
t hat excl usions fromincone are to be construed narrowy.’* W have
recognized that this is a “default rule” which applies in the
absence of a showing that an anmount is enconpassed within a
specific exclusion.’ Here, the Chanberlains have failed to show
t hat prejudgnent interest received under Louisiana lawis excluded
under section 104(a)(2). Thus, by default such interest is not
excl uded.

1]

Based upon the | egal argunents presented in this case, we find
no conpelling reason to depart from the path carved out by our
sister circuits. Moreover, we find the reasoning of our sister
circuits to be sound and in conformty with the |anguage and
purpose of 8§ 104(a)(2) as interpreted and articulated by the

Suprene Court. Accordingly, we hold that prejudgnent interest

ot her words, for delay in paying a noneyed debt.”).

" See, e.g., Martin v. United States, 159 F.3d 932, 934 (5th Gr. 1998);
Lubart v. Commir, 154 F.3d 539, 542 (5th Gr. 1998) (sane); Ggjda v. Commir, 158
F.3d 802, 805 (5th Gr. 1998) (sane).

2 See Martin, 159 F.3d at 934; Julius M Israel Lodge of B nai B rith No.
2113 v. Commir, 98 F.3d 190, 191 (5th G r. 1996).
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awarded under Louisiana law in a personal injury suit is not
excluded from taxation under 8§ 104(a)(2). The judgnent of the

district court is AFFl RVED

25



